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August 31, 2020

Dear Fellow Investors,

Adestella gained approximately 68% in the second quarter. April alone saw gains that would have
constituted the best quarter in the fund’s history, and we were able to further build on them in both May
and June. As a result, we not only recovered all losses incurred in the first quarter but also managed to
finish one of the most unusual half-years in recent (and not so recent) memory with a gain of 30%. Just as
importantly, these outsized returns were generated without taking outsized risks — instead of trying to
quickly regain the first quarter drawdown with one or two huge bets, our portfolio of 25-30 stocks was not
materially different over the two periods.

As would be expected during a period in which markets rallied sharply, our long positions comprised more
than 100% of the net return, while our shorts were a few hundred basis points drag. We also benefited
from the US dollar’s weakening over the period, as a good portion of our holdings are denominated in
borrowed foreign currency. Both US and international stocks were strong performers; their net
contributions to overall returns were split evenly.

An updated performance table is provided at the end of this letter.

COVID Contemplations

As discussed in my last letter, | continue to believe there is a disconnect between the media’s narratives of
the pandemic and the actual facts on the ground. Case growth in the southern states this summer has been
billed as a “second wave” while conveniently ignoring a.) these regions had no first wave and b.) the
combination of flat positivity rates with 50%+ growth in testing per day. Even now, with unmistakably
improving trends in those southern states across all key metrics and evidence for a 15-20% disease break
point strengthening by the day, prominent mainstream sources are now advocating another nationwide
shutdown. | find such attempts to move the goalposts disingenuous given that the original purpose of the
lockdown (preventing hospitals from being overwhelmed) is no longer a widespread risk.

Such an imbalance in reporting, besides doing a disservice to the public, also serves to obscure the green
shoots that have emerged in our collective COVID battle. While the economy will undoubtedly continue to
feel the impact of the virus as it reopens in fits and starts, encouraging data around the prospects of herd
immunity and T-cell responses (related to the breakpoint mentioned above) suggest that we are much

better equipped to return to some normalcy, even without a vaccine, than what was feared just a few
months ago.! There has been no second outbreak in major northeast cities this summer, and the list of
highly-populated regions that have not yet seen a sizeable outbreak is thin now. Accordingly, so long as we

1The single best piece I've found that explores the ways in which the consensus narrative is incomplete or incorrect is here:
https://ibhandleyblog.com/home/2020/6/28/secondwave
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https://www.straitstimes.com/world/united-states/coronavirus-second-us-virus-wave-emerges-with-texas-hitting-record
https://twitter.com/ernietedeschi/status/1287729069044506625/photo/1
https://coronavirus.jhu.edu/testing/individual-states/california
https://coronavirus.jhu.edu/testing/individual-states/florida
https://coronavirus.jhu.edu/testing/individual-states/arizona
https://www.spectator.co.uk/article/covid-has-all-but-left-london-why-
https://www.inverse.com/science/coronavirus-could-it-be-burning-out-after-20-of-a-population-is-infected
https://www.inverse.com/science/coronavirus-could-it-be-burning-out-after-20-of-a-population-is-infected
https://www.medrxiv.org/content/10.1101/2020.07.23.20160762v1.full.pdf
https://www.nytimes.com/2020/08/07/opinion/coronavirus-lockdown-unemployment-death.html
https://www.nbcnews.com/science/science-news/coronavirus-lockdowns-could-make-comeback-u-s-struggles-n1236762
https://www.nbcnews.com/science/science-news/coronavirus-lockdowns-could-make-comeback-u-s-struggles-n1236762
https://www.cdc.gov/nhsn/covid19/report-patient-impact.html
https://www.spectator.co.uk/article/is-covid-immunity-more-common-than-we-think-
https://judithcurry.com/2020/05/10/why-herd-immunity-to-covid-19-is-reached-much-earlier-than-thought/
https://www.conservativereview.com/news/covid-19-herd-immunity-without-vaccination-teaching-modern-vaccine-dogma-old-tricks/
https://www.conservativereview.com/news/covid-19-herd-immunity-without-vaccination-teaching-modern-vaccine-dogma-old-tricks/
https://www.cell.com/cell/fulltext/S0092-8674(20)31008-4?rss=yes
https://www.cell.com/cell/fulltext/S0092-8674(20)31008-4?rss=yes
https://www.google.com/search?rlz=1C1CHBD_enUS825US825&biw=1920&bih=969&sxsrf=ALeKk00E7PhX2pPSrSMkQdrMTst2xHgptA%3A1597836527974&ei=7ww9X8WCO8HyrAHizqn4Cg&q=new+york+city+covid+cases&oq=new+york+city+&gs_lcp=CgZwc3ktYWIQAxgBMgIIADIHCAAQFBCHAjICCAAyBQgAELEDMgIIADICCAAyAggAMgIIADIICAAQsQMQgwEyAgguOgcIIxDqAhAnOgcILhDqAhAnOgQIIxAnOgQIABBDOgsIABCxAxCDARCRAjoKCC4QxwEQowIQQzoFCC4QsQM6CAgAELEDEJECOgcILhCxAxBDOgoILhCxAxCDARBDOgcIABCxAxBDOg0IABCxAxCDARAUEIcCOggILhCxAxCDAToLCC4QsQMQgwEQkwJQmNYCWPThAmCo6wJoAXAAeACAAckDiAGcGpIBBzItMy41LjKYAQCgAQGqAQdnd3Mtd2l6sAEKwAEB&sclient=psy-ab
https://www.google.com/search?rlz=1C1CHBD_enUS825US825&biw=1920&bih=969&sxsrf=ALeKk006HizEGaWhqjsyMw0k4PI07nOCdQ%3A1597836576374&ei=IA09X6i0FsT59QPS2ZfgAQ&q=boston+covid+cases&oq=boston+covid+cases&gs_lcp=CgZwc3ktYWIQAzIECAAQRzIECAAQRzIECAAQRzIECAAQRzIECAAQRzIECAAQR1DDkgVYy5UFYOaWBWgAcAF4AIAB4AGIAeQHkgEFMC4zLjKYAQCgAQGqAQdnd3Mtd2l6wAEB&sclient=psy-ab&ved=0ahUKEwioxKyMlafrAhXEfH0KHdLsBRwQ4dUDCAw&uact=5
https://www.google.com/search?rlz=1C1CHBD_enUS825US825&biw=1920&bih=969&sxsrf=ALeKk02sN6gXBpxf3lynWhxv6PUZjyrl0Q%3A1597836664267&ei=eA09X_nuD8-e9QOn9JOADA&q=philapelphia+covid+cases&oq=philapelphia+covid+cases&gs_lcp=CgZwc3ktYWIQAzIECAAQDTIECAAQDTIECAAQDTIECAAQDTIECAAQDTIECAAQDTIECAAQDTIECAAQDTIECAAQDTIECAAQDToGCAAQBxAeOggIABANEAUQHjoICAAQCBANEB5Q4XNYsYIBYKqGAWgAcAB4AIAB1QGIAbQSkgEFMC43LjWYAQCgAQGqAQdnd3Mtd2l6wAEB&sclient=psy-ab&ved=0ahUKEwj5iqG2lafrAhVPT30KHSf6BMAQ4dUDCAw&uact=5
https://www.nytimes.com/interactive/2020/04/03/upshot/coronavirus-metro-area-tracker.html
https://jbhandleyblog.com/home/2020/6/28/secondwave
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do not see a large second surge in any of the regions that were already badly hit, I’'m inclined to believe that
we will see further reduced case numbers and fear as we move into the fall.

Speaking of reduced fear, equity markets have now not only scaled the wall of worry, but come out running
on the other side. Domestic indices are now at record highs within weeks of a 33% fall in Q2 GDP year-over-
year, driven largely by tech giants seen as poised to withstand or even benefit from the current upheaval
(this dynamic will be discussed further in the next section). That said, there are still significant
opportunities, particularly in international markets and in US stocks perceived to be the worst affected by
the pandemic, and our portfolio is positioned accordingly.

An Interesting Rate

The dramatic drop in GDP seems hard to square with record-high stock prices — what gives? While there are
many factors at play, | believe most of the information content can be distilled through a relatively simple
chain of events underpinned by classical economic theory.

One of the many financial ramifications of the ongoing pandemic has been the Federal Reserve’s rapid pivot
from reducing the size of its balance sheet to letting it balloon to new records. After years of gradual
tapering, in 2020 Federal Reserve bank assets re-reached their past peaks and then blew right past them.

FRED 240 — Assets: Total Assets: Total Assets (Less Eliminations from Consolidation): Wednesday Level
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Such rapid growth in assets has numerous consequences, but perhaps the most salient is the decreased

interest rates caused by this expansion in the supply of money. Indeed, robust quantitative easing coupled
with the explicit promise of further support from the Federal Reserve led long-term inflation-protected US
Treasuries to begin trading at negative yields for the first time earlier this year.
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https://www.investopedia.com/terms/w/wallofworry.asp
https://www.businessinsider.com/us-q2-gdp-record-decline-coronavirus-pandemic-recession-lockdowns-economy-2020-7
https://scnow.com/business/tech-giants-lead-gains-as-s-p-500-closes-4th-winning-month/article_d49bae28-6a08-5601-a5f5-8b01c7f3501b.html
https://en.wikipedia.org/wiki/Quantitative_easing#Risks_and_side-effects
https://www.federalreserve.gov/newsevents/pressreleases/monetary20200729a.htm
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FRED ot — 30-Year Treasury Inflation-Indexed Security, Constant Maturity

Percent

2018
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Why is this relevant? Many investors use the risk-free interest rate — generally defined as the rate paid by
US Treasury bonds — to calculate both the opportunity cost of holding other asset classes and the fair
discount rate to apply to their equity holdings. In a world where you can get a guaranteed 5-10% return via
government debt, the relative appeal of owning stocks is much less than when you’ll only get a few basis
points (or nothing at all), as is currently the case. More money looking for a place to go combined with a
lack of compelling alternatives thus leads to net inflows into the stock market.

The second aspect, changes in the assumed discount rate, helps explain which types of stocks are the
biggest beneficiaries of these equity inflows. An investor generally wants some upside potential to
compensate for the wider range of outcomes from buying stocks instead of bonds — but he might decide
that instead of targeting a 10% return on his stocks, he’s content with only 8% given that the expected
return on bonds has fallen to nearly zero.

This change in his default discount rate has a large impact on the economic value — the present value of all
future free cash flows — estimate he creates for his stocks and index holdings. Holding all else equal,
reducing your discount rate from 10% to 8% on an investment increases its present value by anywhere
from 5-14% depending on your growth rate assumption. This only considers the cash flows from the next
10 years; if the firm generates additional ones past that, the uplift is even greater.

Year-hy-year PV of Cash Flows at Various Discount Rate Assumptions
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Importantly, this uplift is especially powerful for fast-growing companies that are expected to generate
most or all of their free cash flow in outer years. As seen in the table above, the percentage change in
present fair value increases as the expected growth rate increases, implying that the faster a company is
growing, the more it stands to benefit from a decline in discount rate. This makes sense given the cash flow
delta between two discount rates in a given year increases with every passing year (compare the lines in
the graph above).

Many investors have seen the incredible performance of “new economy” loss-making business in recent
months and wondered aloud whether such gains are indicative of another tech-driven bubble, pointing to
such statistics as record high Shiller P/E ratios. And to be sure, there are many businesses whose valuations
have gotten ahead of their fundamentals, sometimes greatly so. No discount rate shift argument can
explain pre-revenue electric truck or space-tourism companies being award multi-billion dollar valuations
by the public market. However, these pockets of substantial overvaluation should not be mistaken for the
market as a whole. Pointing to higher index multiples as justification for the market being in a state of
irrational exuberance is missing the point — it fails to appreciate the huge impact that changes in a discount
rate can make on the present value of a business. It is not unreasonable to pay more for growth when 1.)
the opportunity cost of buying equities has declined, 2.) there is additional money that needs to be
allocated for investment, and 3.) the required return (discount rate) assigned to a given stock has declined.

American market capitalization has become quite concentrated in the hands of a few technology
companies that will likely generate substantial cash flows in ten years (and for many beyond that). Given
that, it seems reasonable that their valuations would see a significant benefit as required returns fall, which
in turn would buoy the market as a whole. And that is indeed what we’ve seen: six stocks now make up a
quarter of the S&P 500, and all six have outperformed the index by double digits this year (with three
registering gains above 50%). The record difference in index P/E ratios with and without their inclusion
underscores this point.

{ FORWARD P/E RATIOS* OF S&P 500 WITH & WITHOUT FAANGM**
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* Price divided by consensus forward camings forecast.
** FAANGM stocks include Facebook, Amazon, Apple, Netflix, Google (Alphabet), and Microsoft. Both classes of Alphabet arc included
Source: I/B/E'S data by Refinitiv

Adestella Investment Management | Andrew@adestella.com | www.adestella.com 4


https://www.forbes.com/sites/robisbitts2/2020/08/04/if-this-is-a-dot-com-bubble-repeat-what-happens-next/#292e9c186fbd
https://markets.businessinsider.com/news/stocks/stock-market-bubble-real-mccoy-investor-jeremy-grantham-2020-6-1029320808
https://en.wikipedia.org/wiki/Dot-com_bubble
https://www.howestreet.com/2020/08/time-to-worry-about-us-stocks/
https://www.bloombergquint.com/business/meet-nikola-a-26-billion-electric-truck-maker-with-no-revenue#:~:text=The%20%2434%20billion%20market%20capitalization,t%20built%20yet%20until%202028.
https://www.marketwatch.com/story/virgin-galactic-reports-no-quarterly-revenue-as-it-continues-to-plan-for-liftoff-2020-08-03
https://markets.businessinsider.com/news/stocks/stock-market-giants-record-sp500-weighting-decades-tech-returns-surge-2020-8-1029488390
https://markets.businessinsider.com/news/stocks/stock-market-giants-record-sp500-weighting-decades-tech-returns-surge-2020-8-1029488390
https://www.wsj.com/articles/apple-surges-to-2-trillion-market-value-11597848808
https://www.wsj.com/articles/apple-surges-to-2-trillion-market-value-11597848808
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| don’t purport this to be a comprehensive explanation for market movements or to suggest that all market
participants are behaving according to the rationale laid out above; some may not even be aware of what a
discount rate is. However, | think there is a reasonable likelihood that the factors above have shifted, on
average, to an extent that they’ve had a marked benefit on overall valuations, particularly given the
concentration at the top of the index.

And there remains the possibility of more to come. Negative short-term rates have been a fixture of the
European Central Bank since 2014, and many European countries now have long-term rates that have fallen
and remained firmly in negative territory across the maturity ladder. There’s no reason it couldn’t happen
in the US as well, particularly since Federal Reserve chairman Jay Powell has said monetary easing will
continue for as long as is necessary, Indeed, part of the movements we’ve seen could very well be caused
by investors anticipating further falls and thus even lower average required equity returns/discount rates.
Accordingly, while far from guaranteed, the present conditions and market environment could persist long
after those crying “Bubble!” would have thought it would pop.

Brief Discussion of Portfolio Positioning

Our portfolio continues to be biased towards higher quality companies with secular tailwinds. Over the
course of the quarter, we sold holdings that recovered quickly in favor of ones for which also have a clear
path back to 2019 levels but will take longer to do so. Our largest individual theme exposure is to online
gambling (particularly sports betting), a market opportunity | first discussed about a year ago and that |
continue to believe is still not fully appreciated (though following the success of the DraftKings IPO it
appears the window is starting to close). We profited handsomely in Q2 with this theme (thanks especially
to Gan Ltd.), but | believe opportunities remain, particularly in orphan stocks that have a mismatch
between their business operation and shareholder base geographies. For example, one of our current
largest holdings is company called Kambi that provides the tools needed (data feeds, odds creation, etc.) for

operators to offer sports betting. The company is based in Sweden and only trades there, but much of its
business and growth opportunities — and thus potential investors — are in the US.

Beyond internet gaming, we still hold our positions in most of the companies discussed last year’s Q4 letter,
although our Wayfair and Farfetch positions were exited (far too early, as it turned out) as they reached our
estimates of fair value. Rather than a quick run-down of recent additions, since it’s been a while since I've
presented an in-depth thesis, this quarter’s letter includes an appendix with a full writeup on one of our
newest positions. The company discussed is a small-cap European stock called LiveChat Software
(WSE:LVC). Please see Appendix A at the end of the letter for our extended investment memo.

New Marketing Materials

For a variety of reasons, up until this year Adestella has done very little marketing. While it will remain a
distant second priority to our investment research, | do believe the timing is right to make a modest
expansion of our effort, especially since we currently have more good ideas than capital to deploy into
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https://www.reuters.com/article/us-ecb-policy-rates-explainer/explainer-how-does-negative-interest-rates-policy-work-idUSKCN1VY1D2#:~:text=The%20ECB%20introduced%20negative%20rates,from%20its%20previous%20%2D0.4%25.
https://www.cnbc.com/2019/08/20/investing-in-the-strange-negative-yield-world-its-very-hard-to-wrap-your-arms-around.html
https://www.businessinsider.com.au/negative-us-interest-rates-still-possible-datatrek-treasury-yields-earnings-2020-8
https://www.federalreserve.gov/newsevents/pressreleases/monetary20200729a.htm
https://www.federalreserve.gov/newsevents/pressreleases/monetary20200729a.htm
https://www.reuters.com/article/us-usa-fed-powell-analysis/powells-whatever-it-takes-pledge-puts-limits-of-feds-reach-in-spotlight-idUSKBN21335L
https://www.fool.com/investing/2020/06/17/draftkings-announces-share-sale-after-more-than-do.aspx
https://www.kambi.com/investors
https://markets.ft.com/data/equities/tearsheet/summary?s=LVC:WSE
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them. To that end, we recently created a Twitter account for the fund and will also be increasing our idea-
sharing efforts on investment research sites like SumZero and Seeking Alpha going forward. In order to
better outline our process/strategy and its typical results, | will also be adding a new investor presentation
and a selection of past investment theses to our website. Finally, we have decided to overhaul our fee
structure by moving to a model that more closely ties fees to benchmark performance (thereby eliminating
payment for market beta), with a discounted “Founder’s Class” for the initial investors in the new model. If
interested in learning more, please feel free to review our website and don’t hesitate to reach out to me.

Outlook and Conclusion

The second quarter of this year was the best in the Fund’s history, but if you had told me that around St.
Patrick’s Day, | probably wouldn’t have believed it. Such is the difficulty of making short-term forecasts —
and such is the importance of having a long-term horizon. Indeed, if there were ever case study on why it’s
important to invest with a multi-year view instead of for quarterly performance, the first half of this year
would be Exhibit 1.

Performance of the type we saw in Q2 is gratifying, but this is no time to rest on our laurels. There may well
be further large market swings ahead in the upcoming months; with a novel pandemic ongoing and an
election upcoming, it seems even likely. When and if those come, we’ll be looking to capitalize on them in
much the same manner we did this quarter.

“Truth... is much too complicated to allow for anything but approximations.”

- John von Neumann

Per Ardua Ad Stella,

Andrew Jakubowski
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Performance Summary:

2Q 2020 YTD 2020 Since Inception
S&P 500 20.2% -3.2% 78.0%
Vanguard Total World Stock ETF 19.7% -6.8% 38.1%
Russell 2000 25.5% -13.0% 31.4%
HFRI Equity-Hedge (Total) Index 13.4% -3.1% 21.9%
Adestella Investment Management 68.4% 29.6% 123.6%

Disclaimer:

This document is not intended for public use or distribution. While all the information prepared in this document is believed
to be accurate, Adestella Investment Management, LLC makes no express warranty as to the completeness or accuracy, nor
can it accept responsibility for errors appearing in the document.

An investment in the fund is speculative and involves a high degree of risk. Opportunities for withdrawal/redemption and
transferability of interests are restricted, so investors may not have access to capital when it is needed. There is no secondary
market for the interests and none is expected to develop. The portfolio is under the sole trading authority of the investment
manager. A portion of the trades executed may take place on non-U.S. exchanges. Leverage may be employed in the portfolio,
which can make investment performance volatile. The portfolio is concentrated, which leads to increased volatility. An investor
should not make an investment, unless it is prepared to lose all or a substantial portion of its investment. The fees and
expenses charged in connection with this investment may be higher than the fees and expenses of other investment
alternatives and may offset profits.

There is no guarantee that the investment objective will be achieved. Moreover, the past performance of the investment team
should not be construed as an indicator of future performance. Any projections, market outlooks or estimates in this document
are forward-looking statements and are based upon certain assumptions. Other events which were not taken into account
may occur and may significantly affect the returns or performance of the fund. Any projections, outlooks or assumptions
should not be construed to be indicative of the actual events which will occur.

The enclosed material is confidential and not to be reproduced or redistributed in whole or in part without the prior written
consent of Adestella Investment Management, LLC. The information in this material is only current as of the date indicated,
and may be superseded by subsequent market events or for other reasons. Statements concerning financial market trends
are based on current market conditions, which will fluctuate. Any statements of opinion constitute only current opinions of
Adestella Investment Management, LLC, which are subject to change and which Adestella Investment Management, LLC does
not undertake to update. Due to, among other things, the volatile nature of the markets, an investment in the fund may only
be suitable for certain investors. Parties should independently investigate any investment strategy or manager, and should
consult with qualified investment, legal and tax professionals before making any investment.

The fund is not registered under the investment company act of 1940, as amended, in reliance on an exemption there under.
Interests in the fund have not been registered under the securities act of 1933, as amended, or the securities laws of any state
and are being offered and sold in reliance on exemptions from the registration requirements of said act and laws.
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Appendix A: LiveChat Software Investment Thesis

Preface: Note that the company discussed below is a small cap that only trades on a foreign exchange. However, the
~5§250 M USD free float and trading volumes (5925k USD/day) are still sufficient for most individuals and small funds to
take a position. We also want to mention that LVC is scheduled to report earnings on Aug. 28", which coincides with
the completion of this piece. We don't have any particular view on how the stock will react, and it's not crucial to the
long-term thesis; however, if there were to be a sizable move, please adjust upside projections accordingly.

Company Introduction

LiveChat Software (WSE: LVC) is a software-as-a-service (SaaS) company with offices in Wroclaw, Poland,
and Boston, MA, USA, and a current market capitalization of around $600 M USD. The firm was launched in
2002 by founders (and current executives) Marius Cieply, Maciej Jarzabowski, and Jakub Sitarz with the idea
of introducing a new channel of communication that could fill the void between time-consuming phone
calls and slow emails. The company’s first product was a simple desktop web chat tool (see screenshot
below left), but from there it has grown into a formidable business communications platform.
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LVC's road to success was not without twists and turns, however. In 2006, the company sold a 50% stake to
investment and consultancy firm Capital Partners, who in turn sold to a Naspers-backed public company
called Gadu-Gadu SA in 2008. Three years later, the business came full circle — the founding management
team teamed up with a private equity firm to buy back the entire stake and regain control.

Getting its original team back in control — just in time for the emergence of Saa$ as the preferred licensing
and delivery model for software applications — proved to be a turning point for the company. After getting
to 1,000 paying customers over its first nine years of business, LVC doubled that number in 2011 alone.
After a few more years of ramping growth, LiveChat went public on the Warsaw Stock Exchange in 2014 to
further accelerate its expansion. This proved successful (sales grew at a 40% CAGR over the next three
years), so the PE firm decided to crystalize its sizable gains by gradually exiting the position. However, their
final sale in the fall of 2017 was notable because they sold a portion of their shares back to the

Adestella Investment Management | Andrew@adestella.com | www.adestella.com 8


https://markets.ft.com/data/equities/tearsheet/summary?s=LVC:WSE
https://en.wikipedia.org/wiki/Naspers
https://investor.livechatinc.com/investor-news/funds-founders-livechat-software-bought-back-shares-financial-investors/

_ﬂd'eiteﬂh

Investment Management

management team, which wanted to further increase its already huge stake. The team’s confidence has
paid off, as the business has continued prospering in the years since. Today LVC has over 30,000 customers
using its flagship product across 41 different languages, and it has generated nearly a 500% total
shareholder return to buyers on the day of its IPO.

Performance
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Geographic Overview

*Note: while this section is not specifically about LiveChat, we believe it’s worth including as part of the broader
investment thesis. As we all know, geopolitical risks can derail otherwise promising investment opportunities, so it’s
important to be comfortable with the geography of a target both in terms of its business operations and its exchange
and currency of denomination. Further, we would guess that most investors are currently relatively unfamiliar with the
country. Even though for years I've routinely screened for new ideas across the world and have some Polish heritage
myself, | had never closely looked at the market, much less purchased one of its local stocks, prior to LiveChat.

We think Poland is underappreciated globally and relative to other Euro markets. After enduring over four
decades of post-WW2 communist control as a USSR satellite state, the country had its first independent
elections in 1991. Eager to rid itself of any remnants of Soviet hegemony, Poland quickly embraced a fully
democratic government and a market-based economy. Joining NATO in 1999 and the EU in 2004 further
confirmed its transformation away from the days of the Warsaw Pact and Eastern Bloc.

The results of this transition have become a case study on the power of the free market. Poland has now
enjoyed 27 years of uninterrupted GDP growth (though COVID-19 will in all likelihood break that streak this
year), which is a European record. Additionally, the country boasts the second fastest rise to World Bank
“high income” status (only South Korea managed it faster).
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Source: WDI, Groningen Growth and Development Centre.
Note: T= period when the country crossed Upper MIC threshold for good.

In the past ten years alone, Poland has passed the likes of Greece, Portugal, and — in what must be a source
of great satisfaction to the populace — even Russia. Importantly for investors, the country has a stable
currency (exchange rate vs. USD is currently the same as it was five years ago), no political turmoil (the
incumbent president was recently re-elected to a second five-year term), and minimal inflation (1.6%
annualized since 2010).

Poland’s capital markets have developed nicely alongside the broader economy. The Warsaw Exchange, the
country’s largest, has around 500 companies, including 27 with MC over S1 B USD. The exchange is
accessible via nearly any institutional brokerage (including Interactive Brokers), and nearly all listings have
robust daily liquidity. The listed companies are not just “old world economy” companies, either — successful
software companies like LVC are a case in point, as is CD Projekt, a video game developer that is currently
most highly-valued Polish company, with a market capitalization exceeding $10 B USD.

Despite consistent GDP expansion and wealth creation in recent years, the Polish stock market is currently
one of the cheapest in the world. The benchmark index P/E is low on an absolute basis (currently 13x), and
especially so relative to its earnings growth and long-term multiples. The charts below (taken from a quite
excellent blog providing an introduction of the Polish investment landscape) show the extent to which it
(along with Russia and Mexico) stand out from the rest.
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This valuation discount may soon start to close, as a large tailwind is approaching in the form of pension
reforms. Last November, the Polish government finalized a plan that transferred the large majority of the
employed population’s state-guaranteed pension funds to individual retirement accounts. This plan went
into effect last month, joining an auto-enroliment scheme that launched in January for employers with 50-
250 employees.

Both developments are likely to be net benefits to Polish equities. The transfer to the newly created
specialized open-ended funds in which individuals can now invest stipulates a minimum percentage of
assets that must be allocated to domestic equities. The current minimum is 80%, but that increases to 92%
by the end of 2021 (thereafter it is gradually reduced each year until reaching 70% in 2032). In the near
term, this suggests a significant amount of forced buying as the managers of these open-ended funds
increase their positions to meet the minimum requirement.

The auto-enrollment plan will have a smaller but longer-lasting impact by increasing the country’s
aggregative savings rate (and thus investment), much of which will likely be put into stocks. Estimates
published by local investment banks reflect these dynamics — significant inflows in 2021 as the minimum
step-up takes effect, followed by years of further gradual gains as newly auto-enrolled accounts are opened
or added to. Note the mWIG40 index, of which LiveChat is a member, is expected to see inflows nearly
quadruple in the next two years (see chart below).
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Fig. 22. Estimated inflows to PPK at 35% participation ratio
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Company and Industry Background

LiveChat has four products, although one comprises the vast majority of the value and another remains
pre-revenue. A summary of the four is as follows:

1. LiveChat —the company’s flagship product that currently generates the vast majority of revenues
(128.4 M PLN) and over 100% of net profits. The product is a chat application embedded in a
company’s website that facilitates quick contact between that company and its customer. Use
cases are wide ranging but tend to be centered around either customer service or online sales. The
application has over 30k paying customers in 150 countries, including such household names as
PayPal, Adobe, and Best Buy. Note: when discussing just this business line, we will refer to it as the
“LiveChat segment” so as to differentiate from the overall LiveChat company.

2. ChatBot — product allowing for the creation of conversational chatbots. Around 80% of customer
service inquiries are oft-repeated ones, so automating these repeated questions can allows
representatives to focus on the other 20%, thereby saving or reducing staffing requirements. Bots
are created by preparing a detailed decision tree script of the conversation using a drag-and-drop
interface that doesn’t require computer science expertise and can be integrated with other tools
such as Facebook Messenger. Launched in 2018, Chatbot is currently growing exponentially off a
small base; revenues increased 3.5x in the last fiscal year to 2.3 M PLN.

3. HelpDesk — supports business communications through a digital ticketing system. The tool allows
collaboration between employees on solving customer issues, as well as automated assignment of
the issue to the relevant business unit. Launched just last year, HelpDesk is in its infancy and
generated 23.5k PLN in revenue in FY20 from a standing start.
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4. KnowledgeBase — platform that allows companies to create folders containing articles on a given

topic that can be accessed by employees, clients, or both (not unlike this one). The benefit of this is

the ability to organize and quickly retrieve information on evergreen questions that may require
more in-depth explanations than what can be easily provided through a chat or a bot. LVC's
monetization of the product has not ramped up yet, and its financial contribution is currently de

minimis.

Though the nature of LiveChat’s four products all fall under the umbrella of text-based business

communication tools, given the negligible contribution of HelpDesk and KnowledgeBase today, my writeup

will focus primarily on the LiveChat and ChatBot business lines.

First, let’s explore the broader market for chat-based web applications. In general, the communication

medium has benefitted from both the evolution of customer relationship management tools (with demand
increasing both for users and providers) and the evolution of commerce itself (as eCommerce share of retail

transactions continues to grow). Starting with the consumer side, a recent survey commissioned by

WhosOn spelled out several key benefits related to customer satisfaction and convenience:

o 92% of customers feel satisfied when they use live chat to deal with businesses, more than any other communication option

o Chat has become the leading cnline contact source, with 42% of customers using chat versus email or social media

o All demographics are comfortable with live chat; even ane-third of Older Boomers and the Golden Generation use it for customer service
o 93% of consumers feel real-time help is beneficial during the cnline customer journey

o 87% of consumers list live help among the three most important features of a website

For businesses, the proposition is equally compelling, with benefits seen both in terms of revenue
generation and cost control:

o Chatters are worth 4.5x as much as \ visitors who don't chat

> 62% of customers are more inclined to purchase online if live support is available

o 79% of businesses say addir

live chat has had a positive impact on customer loyalty, sales, and revenue

[is]

o Live chatis 17%-30% cheaper than a phone call

o Companies that use live chat have a 2.4 times greater annual increase in upsell revenue

Accordingly, despite being a relatively established market, most estimates call for the industry to continue

expanding around 7% a year, which will provide a supportive environment for continued growth in LVC’s

flagship product in the years to come.
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Meanwhile, the chatbot software market is smaller but growing much more quickly (thus mirroring LVC’s
segment-level financial development). Already found in the bottom-right corner of many popular sites,
smart chatbots are in many ways the next logical step for text-based business communications; cutting out
support agents from some conversations entirely obviously further increases service speed and/or reduce
costs. Many companies are moving to a hybrid model in which the 80% of chats related to routine inquiries
are handled by bots, with the remaining 20% of customers with a rarer question are then passed on to live
agents. In addition, ongoing artificial intelligence advances will further improve the range and quality of
bots’ responses to queries, thus pushing up that 80% success rate over time.

As the chart below shows, the US chatbot market is expected to roughly double over the next five years,
and the rapid growth is expected across a wide range of industries, particularly eCommerce:

U.S. Chatbot Market by Vertical, 2014 - 2025 (USD Million)
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LVC is well positioned to benefit from this trend across all market subsets. For those that need only a basic
application or that lack programming sophistication, the company offers clients a wide range of pre-built
templates free of charge. To those requiring a more customized or advanced solution, LVC's open APls
allow for a wide range of third-party app connections that make it a viable option across a wide range of
industries and use cases. Given the popularity of the hybrid model, the ability to offer a seamless
integration with LiveChat should be helpful both in winning upsells from existing clients and in competing
for new customers looking to implement a holistic solution with minimal headaches. Owning prime online
real estate shouldn’t hurt either.
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Third party analysis shows LVC in the upper echelon of chat providers, both in terms of customer
satisfaction and market presence:

Contenders Leaders

(® aouasaid 1a3iep

Niche High Performers

Satisfaction ()

While the graphic above suggests a (very) crowded market, keep in mind that it includes on-premise

providers as well as multiple products from the same provider (notice three different Salesforce.com boxes,

for instance). Additionally, LVC has made it clear that it does not view “freemium” solutions (which
comprise the great majority of options) as competitors, since it does not offer any free plans. Its stated
rationale, and the factors it chooses to compete on instead, were provided in the latest annual report:

“In the assessment of the Management Board of LiveChat Software, monetisation of clients which started to use free
services is a very difficult and ineffective process. The “LiveChat” solution is distinguished by, among other things, the
number of available functionalities, options and integration capabilities. A matter of paramount importance is also
customer service, which largely exceeds capabilities of the majority of other suppliers.”

Accordingly, management believes that ZenDesk and Intercom are its only truly direct competitors in the
premium segment — a far cry from what the quadrant above might suggest.

In any case, competition has not seemed to bother the company to date. Market expansion, along with
LVC's excellent value proposition and execution, have led to consistent customer and sales growth, as
shown in the charts below:
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Annual Revenues (in PLN mn)
Number of customers

1309

109,3

33
‘m.uuumlﬂﬂﬂuﬂwunmn““m“m n2 169

55

*revenues for fiscal years ended March 31

More impressive, however, is how LVC has managed to achieve this growth while maintaining very high
levels of profitability (87% gross, 68% EBITDA and 58% net margins last FY). Tight expense control and a
strong inbound marketing focus make for very efficient spend, with returns on assets, equity, and capital all
exceeding 90% since 2015 (see table below). LVC also maintains a strong balance sheet with 39 M PLN cash
and no debt. In fact, LVC could likely further accelerate sales growth by ramping S&M spend (currently
running at 15% of sales vs. a 39% average for listed SaaS companies) while still maintaining best-in-class

margins.

Profitability (%) i

5Y Avg MAR "12 MAR "13 MAR "14 MAR "15 MAR "16 MAR "7 MAR "18 MAR 18 MAR 20

365 DAYS 385 DAYS 385 DAYS 368 DAYS 365 DAYS 385 DAYS 385 DAYS 368 DAYS

Cash Flow Return on Invested Capital 115.0 - 1253 126.2

Reviewing LVC's financials is refreshing for those accustomed to the cash burn and share dilution found at
most public software companies. In contrast, LVC has no stock-based compensation or external capital
needs (share count has remained identical since 2014 IPO), and it has returned capital to shareholders each
year (the chart below could make even a conservative dividend growth investor take a look here).
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Dividend
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(PLN per share)
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Management and Culture

There has been very little turnover in LVC’s management ranks, and all three founders are still involved
with the company. One founder, Marius Cieply, has served as CEO since 2010 (just before LVC’s founders
regained full control), while the other two are on the Board of Directors. All three still retain at least a 11%
stake in the company, ensuring that their interests are fully aligned with shareholders.

Shareholder Number of shares and votes % of shares and votes

Nationale-Nederlanden PTE 1591 000 6,18%
Aviva OFE Aviva Santander 1687 000 6,55%
Agreement of Shareholders 12077 522 46,90%

Mariusz Ciepty 4010 000 15,57%

Maciej Jarzebowski 3010000 11,69%

Jakub Sitarz 3010000 11,69%
Others 10394 478 40,37%
Together 25750000 100,00%

The CFO, Urzsula Jarzebowska, has worked at the company since 2002 and been CFO since 2010.
Compensation for both the CEO and CFO is reasonable for a company of this size at $240k USD equivalent
for the CEO and $160k for the CFO.

We think LVC’s culture is a key differentiator in a competitive industry. As the G2 graphic above suggested,
the live chat niche of the software market has no shortage of players. However, this is a fact that is fully
acknowledged by management, and in the company’s “Living Constitution”, Cieply lays out how they’ve
managed to carve out a defensible niche despite that. The company’s guiding principles are as follows:

Adestella Investment Management | Andrew@adestella.com | www.adestella.com 17


https://investor.livechatinc.com/uploads/the-livechat-software-living-consitution-v1.0.pdf

_ﬂd'eiteﬂh

Investment Management

e Customer-centricity: Must accept that many products in the industry are nearly identical, which
means the key to winning business is building “emotional capital” by taking care of the customer
relations process and making end users happy.

e Open ecosystem: Be willing to partner with other ISVs to create the best solutions for customers,
and even provide the building blocks for others to create their own customer service solutions.

e Centralized point of customer interactions: Make sure product is a hub for data importation and
collection; this provides the insights needed for effective decision-making.

e Differentiation through innovation: Look for creative ways to deliver an emotional charge and
avant-garde solutions.

e Leveraging economies of scale: Use the millions of end users and the data they create to drive
insights; once you have them, prioritize the biggest projects first.

The Living Constitution also contains the company’s vision, mission, and core values. Many companies have
buzzwords that outline similarly grandiose ideals, but putting them in the public domain and having
employees sign their name to them helps to filter and separate out those individuals who truly believe in
them from the rest. We'd highly recommend any prospective investor to review the full document.

Valuation

Though LVC is expensive on an EV/S basis (about 15x NTM sales), there may be a valid argument that this is
reasonable valuation for a company with an NTM Rule of 40 score of about 75% (the only SaaS company
with a higher one, Zoom, trades at over 30x NTM sales). However, we don’t need to resort to sales-based
metrics here, as the company is already very profitable. The stock trades at 23x NTM earnings, which we
think is too cheap for business that grew EPS 33% last year with almost 100% recurring revenue — and pays
2.5% dividend to boot. This is especially true given that sales and net income growth are very likely to
accelerate this year due to a change in pricing models this January, leading to large ARPU increases for the
flagship LiveChat product.

KPIs

ARPU of LiveChat (in USD)
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The pricing initiative is already paying off — sales growth of 20% last FY accelerated to 30%+ in Q1, likely at
very high incremental margins.

Based on the recurring nature of the LVC’s sales and its ARPU and user disclosures, it’s a fairly easy process
to create a basic model showing the company’s likely financial results for the LiveChat segment in the near-
term. Based on a press release stating 1FQ21 revenues were over $10 M USD (and another with user count
disclosures), we estimate APRU expanded to about $105 in the quarter. For the rest of the year, we
estimate that the company adds about 400 customers a month, in line with its recent averages, and that
ARPUs continue expanding gradually for the rest of the year (based on a June disclosure that changes in
LVC's pricing model “are expected to have a positive impact on ARPU in coming quarters”):

LiveChat Segment Assumptions
FY 20 FY21
Jan. Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec Jan Feb Mar
ARPU 96 97 101 105 105 105 111 111 111 117 117 117 123 123 123 400 avg. customers added per month
x Users 28,000 28,400 28,784 29,184 30,000 30,400 30,800 31,200 31,600 32,000 32,400 32,800 33,200 33,600 34,000
Sales 2,688,000 2,754,800 2,907,184 3,064,320 3,150,000 3,192,000 3418800 3,463,200 3,507,600 3,744,000 3,790,800 3,837,600 4,083600 4,132,800 4,182,000

CY 20 Total 3852 USD 146.6 PLN 37 USD/PLN
FY21 Total 43,57 USD 1616 PLN

The exponential growth of ChatBot and HelpDesk makes estimates here much more imprecise, but the
company did disclose a sharp increase in ChatBot sales prices and APRU for the first quarter of CY20. We
think doubling ChatBot sales (down from a 3.45x increase the previous year at much lower ARPUs) to 4.5 M
PLN and assuming HelpDesk can reach 0.5 M PLN this year (from .023 M last year) is a fair estimate,
although because these two segments are so small it doesn’t have a material impact on the valuation.
Adding this together to our LiveChat estimates yields a revenue projection of about 166 M PLN for FY21.

Despite growing sales at a 20% clip last year, LVC’'s COGS spend declined in absolute terms. Given ARPU
increases (which of course cost nothing to implement) are set to be double-digits this year instead of the
low single digits seen previously, we think we’re likely to see further moderate margin expansion on this
line even if COGS grow too. Meanwhile, net margins have fluctuated slightly in recent years based on the
pace and cadence of hiring and external services, but the new addition of the IP Box tax benefit? means that
they should remain structurally higher in upcoming years. even assuming significant further operating
expense growth. As shown below, this produces 102 M PLN in net income, and with the 25.75 M share
count, we thus estimate the business will earn about 4 PLN/share in EPS next FY.

2 |P Box refers to a tax exemption available in several European countries that applies to income generated from qualified
intellectual property rights. The past FY was the first time LVC applied for the exemption, and it expects to continue doing so going
forward. The regulations concerning corporate income tax frequently change, but for now we believe it’s appropriate to estimate
future net income using the lower consolidated rate.
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LVC Basic Model
FY21
FY21 Revenues (PLN) Total Revenues 166.6
LiveChat 161.6 x Gross Margin 88.6% <-- assumes 10% COGS growth
ChatBot 4.5 Gross Profit 147.63
HelpDesk 0.5 - Opex 37.69 <-- 20% opex growth as external service spend moderates
KnowledgeBase - EBIT 109.94 66.0% implied margin
Total 166.6 - Net Financial Exp. - <-- assume no interest on cash & equivalents
Pre-tax Income 109.94
- Taxes 7.70 7% effective rate post IP Box (in line with FY20)
Net Income 102.24
/ Shares 25.75
EPS 3.97

Our EPS estimate is roughly in line with consensus, so in the near term, it’s fair to say that this is more of an
“under the radar” idea than a ‘strong variant view’ idea. However, a variant view does begin to materialize
after that, as our numbers begin to differ materially from consensus in outer years. Current consensus calls
for 10-12% earnings growth in FY22 and FY23; we think it will be over 20%. Furthermore, there is ample
reason to believe double-digit growth can continue for beyond the next few years thanks to the market
expansion (particularly in the chatbot category) and eCommerce trends discussed above.

Why the discrepancies? We think the sell-side isn’t paying particularly close attention here beyond the next
release or two. To illustrate, one analyst reiterated a buy rating in late July, but bizarrely kept a 48 PLN price
target — which would imply 50% downside. Assuming that analyst isn’t purposely trying to help clients lose
money, the best explanation is that his LVC coverage is a very low priority.

Broker Rating Date Rating* Price on Rating Date  Tgt Price Date Tgt Price Price on Tgt Price Date  Tgt Price Implied Retum (%)
Mean 20 Aug '20 Overweight (1.30) 99.00 20 Aug'20 78.20 09.00 210
ompany 18AUg20 | 9820 18Aug'20 0 88.20 51.5
Erste Group Research D4Aug'20 [ erweight 1 8930 04Aug'20 & 0 t 89.30 44
PKO Dom Maklerski T2 B Buy t 8520 17.Ju'20 8 ] 85.20
Santander Brokerage Poland 16 Jul 20 8 Buy = 85.00 16Jul'20 ® - 85.00
BOS Dom Maklerski 15 Jul 20 8 Hold = 76.30 15Jul‘20 ) ] 76.30 7

Looking out two years, we think LVC will generate at least 5.50 PLN in EPS for FY23, based on 240 M PLN
sales and a 60% net margin. Rolling forward the current NTM P/E multiple would suggest a fair value two
years out of about 130 PLN, which would be a 17% IRR (including dividends). While this serves as our base
price target, in our opinion it is actually very unlikely that 23.5x is the right multiple to use for this business
in a near-zero interest rate world. This is especially true when the median multiple for listed SaaS
companies expecting positive EPS next year is multiple times that. The chart below, including only
companies whose combined sales growth and FCF margins are expected to be above 20%, shows the extent
of the variance (recall LVC’s Rule of 40 is about 75%):
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Symbol Name NTM Rule Price / NTM
of 40 EPS

2
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CRNM

Average

Median 27.3% 87.3

We don’t expect LVC to ever be valued at anything like the median values above — but it doesn’t have to in
order to generate an attractive return. Importantly, we are very confident that our estimates will be at least
directionally correct and believe the predictability of the revenues streams and profitability mean intrinsic
value will increase each year. As a result, the risk of permanent capital impairment seems low for a long-

term investor, while the opportunity for significant multiple expansion from current levels creates an
asymmetric risk-reward.

Looking out further than two years also suggests a 17% IRR estimate could prove quite conservative.
Consider this quote from Charlie Munger to get an idea of the multi-year upside (recalling LVC has
generated a 120%+ return on capital every year since going public):

“Over the long term, it's hard for a stock to earn a much better return than the business which underlies it
earns. If the business earns 6% on capital over 40 years and you hold it for that 40 years, you're not going to
make much different than a 6% return—even if you originally buy it at a huge discount. Conversely, if a
business earns 18% on capital over 20 or 30 years, even if you pay an expensive looking price, you'll end up
with a fine result.”

Modeling out the next ten years (even assuming a lower reinvestment rate of about 30%) gives us a rough
idea of the upside case if LVC can maintain anything close to its current levels of profitability, even if the
multiple contracts significantly:
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LiveChat Software ROC Analysis
LVC LTM NI 76.4 PLN
Beginning Multiple 32.6
Current Valuation 2,488 PLN
% Earnings Reinvested 30% <-- % of LTM NI not distributed as dividends is 35%
Returns on Retained Earnings 120% <--in line w/ LTM; 5 yr. avg. is 137%
Cumulative Dividends 57.9 PLN <-- assumes continued dividend growth
Year 10 NI 1,652.8 PLN
Year 10 Multiple 15.0 <-- at 30x multiple, equates to 35% IRR and 20x MOIC
Year 10 Valuation 24,792 PLN
Total IRR 25.9%
MOIC 10.0

As such we think the range and skew of outcomes is attractive across a variety of contemplated holding
periods.

Why Does the Opportunity Exist?

We can think of several possible reasons for why this opportunity is available to investors today, compiled
in list form below:

e The most obvious is that this is a small-cap stock listed in a country that generally doesn’t receive
much investor attention. Many large funds are unable to take positions, and most smaller players
have never heard of it.

e Sell-side coverage on LVC is limited to smaller regional players (you can see the list in the graphic
above), which in turn limits the number of investors with access to their reports.

e The management team is fairly non-promotional and doesn’t give guidance like most software
companies. The company’s inbound marketing focus also means you won’t see them advertising
on a billboard to get their name out anytime soon.

e LVCis not particularly cheap on EV/S, the predominant SaaS metric. Screens run solely on that
basis would not cause the company to stand out.

Catalyst

We don’t anticipate a hard catalyst leading to a sudden re-rating here. Instead, value will likely serve as its
own catalyst as growth continues and more capital is returned to shareholders. A few other plausible ways
are outlined below, though we are not banking on any of them occurring:
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e Analyst estimates will likely move up and more closely convergence with ours. Though the brokers
are not particularly well-known, this could positively reset expectations for some investors.

e Software is a notoriously M&A-happy industry, and LVC makes sense as a potential takeout
candidate, particularly given its niche focus. There are plenty of companies with the financial
resources to make a ~$600 M USD purchase, and LVC’s existing integrations with the likes of
Salesforce.com and HubSpot would make for it a logical combination for many of them.

e Given their prominence, American software companies tend to be closely followed and often
awarded premium valuations. To that end, LVC could pursue an ADR listing to help close the
valuation gap, particularly since a large portion of its customer base is in North America. However,
there is no indication that management is pursuing such a course, so nothing is imminent on this
front.

Risks

Despite the quality of the business, this investment is not without risks. We are very comfortable with the
risk-reward profile here, but valid concerns are as follows:

e LVC's revenues are 95% USD-denominated, while its financial statements and almost all of its costs
are in PLN. This currency mismatch could potentially be a headwind if the Zloty were to
significantly strengthen against the greenback.

e Asthe G2 graphic depicted, there are a wide range of firms with chat software offerings. Staying
ahead of the pack will require keeping up the same level of innovation and execution that LVC has
shown in recent year.

e Price increases this past January combined with COVID-related business problems for clients did
lead to a slight uptick in churn rate; however, management has commented that it has steadily
glided toward its long-term average of 3% since the second half of April.

e LVCstock has run up in recent months, so it’s possible there could be a pullback to a better entry
price in the future. Of course, this is irrelevant if you take a long-term view on the opportunity.

Conclusion

In summary, we think LiveChat Software is an excellent buy and hold investment that possesses many of
the hallmarks of a great business. The company operates in an attractive industry niche, with a rare
combination of growth and profitability, as well as a track record of execution and aligned insiders.
Furthermore, there are tailwinds for increased demand from investors both on a macro (Polish pension
reform) and micro level (increased awareness/recent market value increases making position feasible for
more funds). It’s hard to suggest a firm target price here — but we’d rather be approximately right than
exactly wrong, and in our view, buying businesses generating 100%+ returns on capital at roughly market
multiples makes it very likely we will be directionally correct. As such, we think the risk-reward is very
attractive at current levels and have been accumulating shares in our fund.
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